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EXPLAhATORY NOTE 

Allegiance Telecam. Inc IS amending i ts  Form IO-K to correct cenaln panions ofltem 8 [Consolidated Financial 
Statements and Supplementary Datu] and hem I5 [Exhibits Financial Starement Schedules and Repons on Form 8-K] of its 
Form IO-K filed with the Secunrier and Exchange Commission on March 3 I, 2003 Specificall) this amendment corrects 
I I ]  the number of shares of common stock authorized as set fonh in the Allegiance Telecom In< and Subsidiaries 
Consolidated Balance Sheets as of December 31.2002 and 2001 and (b)  Foalnotes 2. 3.4 9 and 13 tn the Allegiance 
Telecom Inc and Subsidiaries Notes to Consolidarcd Financial Statemena A l l e p n c e  Trlecom. Inc IS not restating 119 

consolidated financial statements under this amendment This amendment amends only the items ofthe Farm IO-K specified 
and does not otherwise update the disclosures tn the Form 10-K as onginally filed and does no1 reflect merits occurring after 
the original filing of the Form I O ~ K  
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PART I1  

ITEM 8 CONSOLIDATED FINANCIAL STATEMEYTS AND SUPPLEMENTARY DATA 

Independent Auditorr' Report 

The Board ofDire~Ior6 
Allegiancc Telecom Inc 

We habe audited the consolidated balance sheer of Allegiance Telecom Inc and subsidiaries as of December 31 2002 
and the related statements of operations. stockholders' equity. and cash flows for the year then ended In conne~fmn with our 
audit of  the consolidated financial Statemenis u'e also have audited ,he finsncial statement schedule These consolidated 
fiiiancinl  tate em ems and financial statemen1 schedule are the rerponslhihty of the Company's management Our responsibility 
IS 10 erpreas an opinion on there consolidated financial stulcmenfs and financial statement schedule based on our audit The 
2001 and 2000 cun\oliduted financial Sthlrmenll and financial stalemenl schedule o f th r  Company as listed on the 
accompanying indel; were dudtied by other auditor? who have ceased operations Those auditors expressed an unqualified 
opin~on on those consolidated financial Stalemenls and financial stalement schedule in their repon dated February 19 2002 

We conducted our audit in accordance w>th auditing standards generally accepted I" the Umted States of Amertca 
I hose simdaid\ require that we plan and perform the audit to obtain reasonable assurance about whether the financial 
statements are tree of material mmtatement An audit includes examining on a test basis evidence suppontng the amounts 
and disclosures #n the financial statements An audit also mcluder assessing the accounrmg prmclples used and slgnlficant 
estimates made by management. as well a i  evaluating the overall financial Statement presentatton We belleve that our audtl 
piobldes il reasonahle basis for OUT opinion 

In our opmon  the 2002 consolidated financial statements referred to above presenr fairly kn all material respects. the 
financial pusman of Allegiance Telecom, Inc and subsidiaries as of December 3 I, 2002 and the rerullr ofthenr operations 
and char cash flows for the year then ended, in cLniomify  with a~counting pnncrples generally accepted I" the Vmted Stares 
of ~ , ~ e r m  Also tn our opinion. the related 2002 financial statement schedule. when considered m relation to the basic 
consohdated financial statements taken as a whole presents fasly. mall malmal respects the mfomallon set fonh t h e r m  

The accompanying 2002 consolidated financial stalements have been prepared assuming that the Company wl l l  continue 
05 a gomg coneem As dtscussed m Note 2 to the consolidated financial statements the Company has suffered recurring 
I U S W S  from operattons and IS dependant on additional external financing to meet currenl debt repayment requirements whtch 
r a w s  suhstantlal doubt about tts ability to continue as a going concern Management's plans I" regard to these matters are 
also described in Note 2 The consolidated financial statements do not include any adlurrments that mlght few11 from the 
outcome ofrhis uncertainty 

Also, as discussed m Note 4 to the consohdated financlal ~tafemenfs Allegiance Telecom lnc , I" 2002 adopted the 
pravmmns of Statement of  Financial Accounting Standard No 142. "Goodwtll and Other lntanglble Assets " 

KPMG LLP 

Dallas. Texas 
March 3 2003 
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This IS a copy of the audit repon previously issued by Anhur Andersen LLP in  connection with Allegiance 
Telecom Inc ' F  2001 consolidated financial statements prrriously filed an Form IO-h This audit repun has not been reassued 
by Anhur Andersen LLP m connection uith this filing on Form IO-K 

Report of Independent Public A ~ ~ o u n t a n t s  

To the Board of Directors and Stoclthalders of Allegiance Telecom. In' 

We have audited the accompanying consolidated balance sheets of Allegiance Telecom Inc (a Delaware corporatmi 
and whsidianes (the "Company") as of December 3 I 2001 and 2000. and the related consolidated statements of operations 
stockholders'equi!) and cash flows for the years ended December 31 2001. 2000 and 1999 There financial ststemem are 
the responsibility of the Company's management Our responsibility IS fa express an opinion on these financd statements 
based on our audits 

We conducted our audits #n accordance unh auditing standards generally accepted I" the United States Those standards 
require that we plan and perfom the audit to obtain reasonable assurance about uhetherrhe financial statements are free of 
material misstatement An audit includes examining on a test basis. evidence suppomng the amounts and disclosures in the 
f i n m i d  statemmii An audit also d u d e s  assessing the accounlmg principles used and significant estimates made by 
management. as well 81 evaluating the o ~ e r a l l  financial statement presentation W e  believe that our audits provide a 
reasonable basis tor our opinion 

In OUT opinion Ihs finan~ial  statements referred 10 ahme present fairly. in a l l  material  respect^. the financial position of 
Allegian~e Telecom Inc and mts subsidiaries as of December 31.2001 and 2000, and the  result^ oftheir ~peratmns and their 
cdsh flows for the years ended December 31.2001 2000. and 1999 in conformity with ac~ounting principles generally 
accepted in 1hr United Stales 

ARTHUR AhDERSEN LLP 

Dallas Teras 
Fehruarv 19 2002 
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ALLEGIANCE TELECOM, INC AND SUBSIDIARIES 

CONSOLIDATED BALAbCE SHEETS 

As o f  December 31,2002 and 2001 

(In thousands. except share and per share data) 

ASSETS 
CURRENT ASSETS 
Cash and cash equivalents 
Shon-term m\rmnents 
Ac~ountS receivable (net ofallowance for doubtful  account^ of1614 485 and 
$29 621. respectwely) 
Prepaid expenses and other current assets 

Total current assets 
PROPERTY AEiD EQUIPMEN1 
Propem and equipment 
Accumulated depreciation 

Prapeny and equipment net 
DEFERRED DEBT ISSUANCE COSTS (net of  accumulated amortization of 
S I 5 0 3 1  andSl1.870.resprctivelyl 
LONG-TERM INVESTMENTS, RESTRICTED 
GOODWILL (net ofvccumulaied amortlratlon of$83.252 ab of December 31 
zoniI 
OTHER ASSETS. net 

Total assets 

LIABILITIES AND STOCKHOLDERS EQUITY 
CURRENT LlABlLlTlES 
A E C O U ~ ~ S  payable 
Accrued liabilities and other curreni liabilities 
Current pornon of long-term debt 

Total current ltabdaces 
LONG-TERM DEBT 
OTHER LONG-TERM LIABILITIES 
COMMITMENTS AND CONTMGENCIES (see Nole I I1 
STOCKHOLDERS EQUITY 
Preferred stock. S 01 par value, I,000,000 sharer authonzed, no share8 issued or 
outstanding at December 31.2002 and 2001 
Common stock. S 01 par value. 750,000 000 shares authorized I25 157 605 and 
115.542.354 shares issuedand 124.830.1 10 and 115.214.859 shareroulltanding 
at December 31. 2002 and 2001. respectively 
Addmmal paid-in eapltal 
Common stock m treasuq. at COSI. 327 495 shares at December 3 1,2002 and 
2001 
Common stock warcants 
Deferred compensation 
Accumulated deficit 

Total stockholders' equity 

Total liabilities and stockholders' equity 

16 253.311 16 374 084 
30 955 2 5  2:: 

153,196 141.684 
18.916 25 406 

456,378 566.406 

1.166.7 I 0  I .5 16. I75 
(592 0691 (3504601 

924 I06 1.016.250 

15.879 19039 
88 I 954 

- 107.468 
43,974 64,726 

S 1,441,218 $ 1.774843 

16 59,282 $ 50.386 
124.444 85 968 
561,532 3,120 

745.258 139.414 
639.691 1,013.184 
12,545 14.109 

1,251 l.lS5 
l.808.690 l.8Ol.366 

(45) (451 
1,857 1,877 
(5.149) (6.0671 

(1,762,880) (I, 190.2 I01 

43.724 608.076 

$ 1,441,218 $ 1,774,843 

The accompanying notes are an integral pan of  these consolidated financial Statements 
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ALLEGIANCE TELECOM, INC AND SUBSIDIARIES 

CONSOLIDATED STATEMEhTS OF STOCKHOLDERS' EQUITY 

For the years ended December 31.2002,2001 and 2000 

(m thousands, except  share and per share data) 







The accompanving notes are an integral pan ofthese conralidnled financial ~falements 
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ALLEGIANCE TELECOM, IYC. AND SUBSIDIARIES 

COhSOLlDATED STATEYEYTS OF C4SH FLOWS 

For the yean  ended December 31,2002.2001 and 2000 

(m thousands. except share and pot share data) 

Ca,h pod for mrcrcst 
SUPPLEMENTAL DISCL0SUQ.t OFNON-CASH INVESTING AND FINANCING 
ACTIVITIES 

2002 2001 2000 

I i572h7Ul I (4118131 I 1271561i 

282 141 256 685 II".Y?h 

66 224 J1.f.W 21914 

<I?"l 0 B"6l ( 5  187 I 

48.567 33.320 18 645 

1161 1 x 2 2  , / I  2 Y i  

2 126 4.301 I6.607 

- 1117'2 - 

(36 Y 4 2 l  i * " l 2 2 ,  188 3UI I 

13253 i 18.836) l2.2831 

(I-1.522 I ( I U B 1 8 )  IWW 

3 5w 05.094) 31 429 

21 8IU 13.125 1805: 

(68,2881 i215.636) (102.512) 

(12Y.8961 (364,3961 1 4 3 U . 8 I l l  
I 6  I J 8 i  1168581 ( Id  1661 

(28.478) 128.887i i63808) 
(82.5321 I2819261 (12V.884I 
11.202 536.183 122 161 

(169 8421 1157 8841 (716 7UX1 

115 l " 0  3SU"W - 
iI5.wo) - - 

1.YIU 7.117 728,815 
- ( 1 5 1 )  (12311) 

- 14u1 
(6.853) (5.6341 (3,100) 

I6Y ( 5 2 1  

- 

- 

117.357 I 5 1  501 713 129 

i120,173) (22.0191 I I U 6 , l I I  
374,084 396.103 502.234 

5 253 311 I 374,084 I lY6 I01 

59,"'IV 42 2SU 34 4 U I  

25 u32 47516 1451 ,  
51.319 w J 5 2  18.USh 
25221 28151 190711 

1,678 69.739 44,171 
- - 2 895 

The accompanying notes are an integral pan of there consolidated financial statements 
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ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

Dorember31.ZOOL.ZOO1 and 2000 

(dollsrr in thousands, except share and per share data) 

1. General 

Allegiance Telecom Inc 1s a facilities-based national local exchange carner that prorides integrated 
Ielecoinmunicationi iewces to husrneas gwemment and other ~nstitutional users IO major metropolitan areas across the 
United States of 4 m e n ~ a  Allegmce Telecom lnc was momorated on Apr1122. 1997. as a Delaware ~orporafton. and tt 
and 11s subsidiaries are generally referred 10 herein as !he "Company" 

The Company offers services in 36 of the  largerr inelropol~wn meas in the United States ofAmerica as fallows Atlanta 
Austin Ballmore Boston Chicago Cle\eland. Ddllar. Denver Detroit Fort Lauderdale. Fon Wonh. H O U S ~ O ~  Long Island 
Los Angelei Miami Mlnnenpolis'SI Paul Neu York CQ, Northem New Jersey. Oakland OntariolRwerside Orange 
County Phrladrlphra Phoenix Pittsburgh Podand SacrJmento St Louis San Antonio San Diego San Francisco. San 
lose. Seattle ramp? Wurhmgton. D C Pert Palm Beach.Boca Raton and White Plains 

2 GDlng Concern 

The consolidated financial statements have hern prepared on a going concern basis, which contemplates contmuity of 
operations realiznlion ofassets and satisfaction ofliabiliticr m the ordinary course ofbusiness However as a resuh of 
recurring operating losses and debt reduction requirements as stipulated by an interim amendment to the Company's senior 
secured credit fac7lities. such reahzation ofassets and satisfaction of liabilities are sublect to uncermnty 

The interim amendment requires the Company to reduce tom1 debt to no more than 5645.000 by April 30.2003 (see 
Note 7 )  The Company has been evaluating porhthle recapitalizati~n Iran~actions and pursuing numerous financial and 
negotiated strategic alternatives to reduce mta l  indebtedness 

lfthe Compmy cannot wduse debt io the required levels hy Apnl 30,2003, 11 will be #n default under the senior secured 
credlt facjhtter I f  any such default occurs. the Company's senior lenders would have the right to requesr ,mmediate 
repayment of all senior debt tn which C ~ F  the Company's noteholders would then have the right IO request immediate 
repayment ofthe outstanding notes If any of these events occur )I would have a matenal adverse effect and 11 may result in a 
foreclosure proceeding or a voluntary or inv~luntan bankruptcy proceeding These factors raise substantial doubt about the 
Company's a b h l )  to continue as a going concern The consolidated financial statements do not include any adjustments that 
might result from the outcome ofthir uncertainry 

Under the terms ofthe Company's senior secured credit facilities. the Company 15 required to deliver an unqualified 
audnt repon 10 I ~ S  rentor lenders AS such. If the Company doer no! receive a wawer from IS sentor lenders or if i t  IS unable to 
cure this breach within 30 days. there wlll be an event ofdefault under the sennor secured credlt facllltles 

3 Summa- of Significant A ~ c o ~ n h n g  Policar~ 

Consobdamn. The accompanying financial statements include the a~counls o f  Allegiance Telecam. Inc and #Is 
wholly subsidbanes All significant tntercompany balances and transactions have been eliminated 
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Cosh m d  Cosh Equrv01e"S. The Companv includes as cash and cash equivalents. cash marketable securities and 
commercial paper with maturities of three months or leis at the dare a fpu rchaa  

Short-Term Investmenls. Shon-term inve~lment i  consist pnmanly o f  commercial paper with onginal matunties 
between three and 12 months at the date of purchase Such shan-term ~nvestmmti  arc canted ai their uccreted \slue which 
approximates fair value ShM-term ~nvertmenls are held to marunly and unrealized gains and losses are not significant at 
Drfelnber 31 znnz 

P w p t d  Expenses ond Olhrr Currrnl ASSOIS. Prepaid expenses and other current assets consist of prepaid serricrr 
prepaid rent prepaid insurance and refundable deposits Prepayments are expensed on a straight-line basts over the 
ionesponding Info of the  underlying agreements 

Frnonc~ollnrfrumenfr The cartying value ofthe Company's cash. shon-term mrestments. accounts receivable and 
accounts payable approximates their fair value At December 3 I 2002 the Company's I I]/,% senior ducount notes due 
2008 I?'!& s e n m  discount notes due 2008 and senior secured credit facilities were all trading at values below their 
carrying \ d u e  The carrying value o f  these debt instruments tn the Company's consolidated financial  statement^ IS 

signiticvntly higher than their fair value 

Propcrq and Equipn~nr Propeny and equipmeni includes network equipmenr land leasehold tmprovemenls, 
roftuare. office equipment furniture and fixtures and C U " S ~ N C ~ , ~ " - ~ " - P T O ~ T ~ ~ ~  These assets are slated at cost which includes 
direct cost$ and crpitalized interest and are depreciated over their rerpecliue useful lives using the straight-line method 
During the yevrsendcd DeLembri3l 2002 2001 and 2000 S6 138 SI6 858 and $14.366 respectively afmteiertenprnse 
was capitalized related io network c0n~l~ct10n-in-prog~rss Repair and mainlenanLe E O S K  are expensed us incurred 

Propeny and equipmeni at December 3 1 2002 and 2001. consisted ofthe folloumg 

urru1 Llrn 
zooz 2001 (8" ,ear*, 

Network equipment $ 1,148.583 $ 869,011 2-20 
Land 9.365 9.164 ~ 

Leasehold improvemenu 145,713 134.618 7-10 
Software 125.229 114,553 3 
Office equipment and other 46.991 36,824 2-5 
Furniture and fixtures 21,334 17.715 7 

Propetty and equipment, m sewice 1,497,215 1,181,885 
Less Accumulated depreciation (592,069) (350,460) 

Property and equipment, m service. net 905.146 831,425 
Co"rtruct,o"-,"-prog,~~~ 18.960 184.825 

Propeny and equipment. net 16 924,106 $ I,OI6,250 

Impmpolrment of Lonx-Lwrd Ass~Is. The Company rewcws the carrying values ofpropeny and equipment and 
mtangtble assets for mpaiiment whenever current events or changes ~n urcumstances indicate that the canylng amount of an 
asset may not be recoverable If impairment indicators are present the Company analyzes the projected undtscounted cash 
flows associated with propeny and 
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equipment and intangible assets IO determine the fair value of there assets If the assets are deten ined  to be mpanred a 105s 

i s  recorded 10 the amounl that the carrymg i a l ~ r  of the assets exceeds their fair I slue 

The Company performed an analyslr comparmg estimated future cash flows to the carrymg value of , t i  property and 
equipment and intangible assets at December 3 I, 2002 This analysis did not indlcarc that en impairment e x m  as of 
December 31 2002 

Deferred Debt Isrvance Costs Deferred debt issuance costs include costs incurred by the Company in ralstng debt 
proceeds These costs are amonized to interest expense over the life of the  related debt 

Guodwdl and Other Intangrblc Assets. Goodwill represents the excess of purchase price over the fair value of net 
nsseL! ofacquired businesses Goodwill related to businesses acquired prior lo June 30 2001 was amonirsd on a straight-line 
basis over an estimated useful life of three years through December 3 I 2001 Subsequent to that date, goodwill has not been 
amortized butts assessed for impairment at least annually 

The impairment testing 1s performed at a reponing unit level The goodwill impairment testing has IWO steps The first 
step ideiiiifira potential impairment by iomparing the fair mlue ofthe reponing unit to its carrying value If the fair value of 
thc reponing unit exceeds 11s cawing value goodwill is not impaired and the second step IS not necessary If the cawing 
ralue ofthe reponing unit exceeds i t s  fair \'due the second step IS performed Io calculate the possible impairment loss by 
comparmg the tmphed fair value of goodwill tu the carrying value If the implied fair value of gmdwdl IS less than the 
carrying value, a wnte-down 1s recorded The fair value of each reponing unit 1s determined based on combinations of both 
the income and market valunlmn approaches 

Intangible assets are included mother assets and cons~st primarily of acquired customer lists with defimte useful lives 
These intanglhle assets are amonzed  on d straight~line basis over their estimated useful IIWS, generally ranging from one Io 
three years 

Restrrrred lnwstmmts Long-term restricted investmenll include cemficates of deposit held as c~llateral for letters of 
credit issued on hehalfofthe Company 

Revmve Reropmon Roenues for voice data and other ~ervices to end users are recognized in the month m which 
the serwce 1s prowded Amounts invoiced and collected tn advance of ~e iv ice i  provided are recorded as deferred revenue and 
are recognmd as revenue over the p e n d  that the S C ~ Y I C O S  are provided (see Note 6 for amounts of deferred revenue) 
Revenues for carrw mterconnectmn. access and reciprocal compensation are recognized in the month tn which the S C N I C ~  IS 

provrded. except when realization of these revenues IS not reasonably assured The ability of competitive local exchange 
carriers (such as the Company) to earn local reciprocal compensation revenues and access revenuer IS the sublect of 
numerous regulatory and legal challenges Until these issues are ultimately resolbed. the Company's policy i s  to recognize 
this revenue only when realization IS reasonably assured 

bar customer premise equipment contiactg, revenue IS recognized using the percentage-of-completion methad, based on 
the percentage which incurred cont~acl costs lo dale bear to total rsttmaled contracf costs after gwmg effect IO the most recent 
esr~mates of total cost Rtsks rclattng 10 delwery. usage, productwlty and other factors are considered nn the estimation 
praccss The 
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effect O f  changes to total estimated Contract revenue and COSIS 15 recognized in the period such changes are determtned 
Pioiirions for estimated losses on individual contrn~ts are made m the period in which the loss first becomes apparent 

In December 1999. the SEC isrued Staff Accounting Bullelin No 101 "Rewnue Recognition tn Financial Stnlements" 
ISAB 101). which provider additional gutdunce on revenue recognition as well as criteria far uhen rewnue IS realized and 
earned and related costs are incurred The Company adopted SAB I01 on October I 2000 The adoption ofSAB 101 did not 
habr a malerial effect on the Company's results o f  operations 

Network Expmra Network expense IS recognized tn the month ~n which the senice IS utiltzed A C C ~ U ~ S  for unhilled 
leased network faulmei. network access charges and equipment c~location charges are based on circuit counts errimaied 
usage and active colocarion ~ i t e s  Addiuonall) accrued network expense Includes charges invoiced by carriers which are 
probable network expenses but haw not ye1 been paid due to rate or volume disputes with other E B ~ I C ~ S  Nerwork expenses 
do not include an ~ I Ioca tvm o f  depreciation or amomzation expense 

Stock Sphb On February 28 2000. the Company effected a three-for-two stock sphl tn the form of a 5051 stock 
drridena Al l  references to the numherofcommon share, and prirhdreamounls haxe k e n  reseted lo reflect thermck split 
for a11 periods presented 

Stork BowdCompcnsmon At  Decembcr 3 I 2002. the Company had three stock-based compensation plans. the 
1997 Nuonqualified Stock Option Plan the 1998 Stock ln~e i i t l ve  Plan and the Employee Stock Discount Purchase Plan (see 
Note 131 The Company applies the provision, o f  Accounting Principler Board Opinion No 25 "4ccounttng for Stock 
Issued to Employees" (APE No 2 5 )  and the related ~nlerpretatlons in accounlmg far the Company's plans Fixed stock option 
w a r d s  with pro-rata vesting are recognized as expense using the straight-line method owr the vesting period 

Had compensation cost forthe Company's plans been determined based on the fair value o f  the stock aptions as o f  the 
grant dates for wards under the plans c o n ~ ~ ~ t e n t  with the method prescribed m Statement o f  Financial Accounting Standards 
No 12: "Accounong for Stock-Based Compensation." the Company's net loss applicable to common stock and net loss per 
share would have increased to the pro forma amounts indicated below The Company iitilized the following assumptions in 
calculutmg the estimated fa r  value of each stock cption on the date o f  gram using the Black-Scholes option-pncmg model 
wlth the following weighted-average a ~ ~ ~ m p t l o n s  for grants 

Dividend yield 
Expected volalilily 
Expected bfe 
Risk-free interest rate 

zoo1 zoo1 2000 - _ _ -  
-% -% -% 

1230% I I S ~ Y ~  I O Y ~ %  
3 0  3 7  4 4  

3 3 2 %  4 2 7 %  5 8 3 %  
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2002 2001 20m 

Reponed net loss $ (572.670) $ (431,813) S (277.567) 
Add stock-based employee compensation 

Deduct stack-based employee compensation 
expense determined under fair value method 
for all awards (61,880) (212,384) (129939) 

Pro forma net loss .% (631 824) 5 (640071)  S 1397379) 

expense included ~n reponed net income 2 726 4.126 10 127 

Net loss per share, basic and dilute&as 
reponed 5 (488)  16 (3 82) S (2 58) 
Net loss per share basic and d d u t e 6 p r o  
f"ma S (538)  S ( 5 6 6 )  $ ( 3  69) 

Treorury Sloek 

Lora Per Shore 

Treasury stock transactions are accounted for using the cmf method 

The Company c a l ~ u l a l e ~  net loss per shale under the provisions of Statemenl of  Financial Accounting 
Standards Nu I28 "Earnings per Share" 

The bec~rtties Iirled belou were not included in the computation of diluted loss per share, as the effect from the 
converwm would be sntidilutive 

2002 200, 20w 

Common Stock Warrants 205,785 207,973 207.973 

1998 Stock Incentive Plan 15,607,460 24,666,776 20,392,248 
1997 Nonqualified Stock Option Plan 475.224 531,196 791.122 

Employee Stock Discount Purchase Plan 56,839 4 3 2.2 5 0 82.270 

Inromr T a r ,  Income taxer are accounted far under the asset and liability method Deferred tar assets and Ihabilmei 
are recognized for the future tax consequences attributable to differences between the consolidated financml statement 
carrying amounts of existing assets and liabilities and their respecttve tax bases and operatrng loss and fax credit 
carryfowardr Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income 10 

the years in which those temporary differences are expected fo be recovered or settled The effect on deferred tax assets and 
liabilities of P change in fax rates IS recognized m mwme m the period that Includes the enactment date 

Segment R#pporImp. The Company operates 11s business as a single segment, providing anlegrated telecommunications 
serwces This segment includes all scr~ices offered by the Company. including local voice sewlce. long dmtance senice, 
data S~TYIICS. and customer premise equipment Sales and maintenance sewices These services habe similar network 
operations and are sold through similar sale5 channels to the same targeted customer base The Company manager there 
s c w ~ c c s  as a single segment and prepares and rewews financial  result^ on thn single segment 

L I P  ofEsnmares ~n Fmone~dSr~remcnIs. The preparation ofconrolldated financial sfatemenfs in conformity with 
accountmg pnncrples generally accepted m the United Slates requires management to make estimates and aSwmptioni that 
affect the reponed amounts of assets and liabilities and disclosure 
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af contingent assets and liabilities at the date ofthe financial Statements and the reponed amounts of expenses durmg the 
reponing penod The Company conlmually evdlunles its estimates. including those related to revenue recognmon accounfs 
receivable. network expenses and impairment of long-lived assets The Company bases 11s estimates on historical experience 
and on other relevant assumptions that are believed to be reasonable under the circumstances These estimates form the basis 
far mdkmg judgments about the carrying \dues of asws and liabilities that are not readily apparent from alhei S D U ~ C ~ S  

Actual results could differ from those estimates 

Recent Arrounltng Pronounremmts. In  June 2001. the Financial Accounting Standards Board issued Statement of 
Financial Accounting Standards No 143 "Accounnng for Asset Retirement Ohligalions " Thus mtemcnt addresses financ1.4 
accounting and reponing for obligaiions associated with the ieurement of tangible long-lived assets and the associated asset 
retiremenr costs The adoption ofthis statement did no1 hare a material effect on the financial condmon or re~ulfs of 
operations ofthe Company 

In  August 2001 the Financial Accounting Standards Board also issued Statement ofFinancia1 Ac~ounting Standards 
No 144 "Accounting far the lmpvirmenf or Disposal of Long-Lived Assets "This statement addresser financial accounting 
and reponing lor the impairment or disposal of long-lived assets Adoption ofthis statement IS required for fiscal years 
beginning after December IS. 2001 The adoption ofthis statement did not have a matmal effect on the financial condition or 
rewlts of opeiat~unr offhe Company 

In June 2002 the Financial Accounting Standards Board issued Statement of Financial Ac~ount ing Standards No 14h 
"Accountmg for < usis Associated u i t h  kxit or Disposal AC~IVI I I~S " This statement addresses financial accounting and 
reponing for costs associated with exit or disposal activities Adoption ofthis smfemenl IS requwed for exlt or disposal 
~ C L ~ Y I ~ I C S  inmated after December 31 2002 uith early application encouraged The adoption ofthis Statement 1s not expected 
to have a material effect on the financial condition or results o f  operations of the Company 

In  December 2002 the Fmancial Accounting Standards Board issued Statement ofFinancia1 Accounling Standards 

mcthods of transmn to entme~ that adopt the fair value method afaccountmg for stock-based employee compenration The 
statement also requlrer expanded disclosure of pro-forma fair value stock compensation information for a l l  companies 
regardless of rhether an entity adopts the fair value method of accounting for stock based compensation These dwlosures 

consalldared financial statements 

No 148 "Accounting for Stock Based Compensation-Transition and Disclosure " Thls slatemen1 prowdes altemnlve 

requred for fiscal years ending aner December I S  2002 and have been included m the notes to the Company's 

In  November 2002, the Flnanctal Accounting Standards Boads  Emerging Issues Task Farce reached a consens~s on 
ElTF Issue No 00-21. "Revenue Arrangements with Multiple Deliverabler " EITF Issue No 00-21 provides gutdance on 
how to account for arrangements that involve the delivery or performance o f  multiple products, s e w ~ c s  andlor nghts to use 
assets The provisions of ElTF Issue NO 00.2 I will apply to revenue arrangementr entered into m fiscal penods beginning 
attei June IS.  2003 The Company does not expect ElTF Issue No 00-21 to have a material effecl on Its financial condition 
or resdts osoperatmr 
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4. Business Combinsttons 

In June 2001 the Financial Accounling Standards Board issued Statement of Fmancial Accounting Standards No 141 
“Hurmess Combinations ’’ This slatemen1 addresser financial accounting and reponing for burmess combinations Adopiion 
of this statement IS required for all business combinations consummated after June 30 2001 Al l  of the Company’s prior 

business combinations ha\e been accounted for under the purchase method of accounting Therefore the adoption of this 
statement did not have a material impact on the Company’s business acquisition model 

In  June 2001, the Financial Accounting Standards Board also issued Statement of Financial Accounnng Standards 
No 142. “Goodwill and Other Intangible Assets ” This SIaIement (I ) requires that goodnil1 balances no longer he amonzed 
hut rather asresed for impairment at least annually and 121 expands the classifications ofother intangible assets and pro\rdes 
guldance Tor estimating the expected useful lwes of  these assets 

The fable belou shows the impact of the Pmonizallon recognized 10 prior years for intangibles that are no longer 
amonized v f w  the adoption of Statement of Fmanctal Accounrmg Standards No 142 

2002 mi m n o  
,““.“dil*d, 

Reponed net loss $ (572,670) 5 (431 813) $ (277.567) 
Add hack Goodwill amOnizatmn - 55 227 22 279 
Add back Acquired workforce amonlzation - I 181 40 1 

Adjusted net loss s (572 670) s (3754051 $ 1 2 ~ 4 . 8 ~ 7 1  

Basic and diluted net loss per share 
Reponed net loss per share $ ( 4 8 8 )  $ ( 3 8 2 )  $ 12 58) 
Goodwill arnonization - 0 49 0 21 
Acqured workforce amontiallon - o ni - 

Adjusted net loss per share 6 (488)  $ (3 32) S (237)  

The Company 1s rpqulred to assess the value o f  goodwlll under the provnslons of  Statement of  Financial Accounltng 
Standards No 142 The Company identified one rcponmg unit. ar defined tn Statement of Financial Accounting Standards 
No 142 As outlined m the authontafive I i tera~re.  the assessment ofwhether goodwill has been nmpalmd IS based on the 
Company’s emmate ofthe fair value of the reponing unit using a model which constders both a dtscounted future cash flow 
analysis and market capifalizanon data Upon adoption of Statement of Fmancml Accountmg Standards No 142 on 
~anuar) I 2002. there war no lndncatton of an impairment m the Company’s goodwill intangible 
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During the SIX months ended June 30. 2002 l he  market capitallzatm of the Company remained at a l e d  well below 11s 
book value As this decline tn the market cup~talizatmn indicares that a potenlial impairment in the value of goodwill emm 
management performed an intenm valuation as of June 30,2002 using a valuation model which considers both a dlrcounted 
furure cash floa analysis and market capilallzation data A final valualion was performed by an independent valuaimn 
services company This valuation indicated Ihai an impairment of goodwill existed as of June 30 2002 Accordmgly. the 
Company recorded a charge af$l  14.722 during 2002. reflecting the amount of fmpatrment as oflune 30 2002 10 e l t m i ~ t e  
the enterprise goodwill intangible 

The changes m the carrying value of goodwill during the year ended December 3 I 2002 are as follows 

Balance as ofDecember 31,2001 
Reclassification of acquired workforce 
Final purchase pnce adjustments 
Impairment charge 

Balance at December 31.2002 

S 107,468 
I731 
5.523 

(114.722) 

- 6 

Burinerr Acquiiltions 

On June 17 2002 the Company purchased subslanilally a11 ofthe assets ofwor ldcom'r  customer premise equipment 
sales and WorldCom'r customer premise equipment maintenance businesses. known m the industry as "Shared Technologier 
Fairchild or "Shared Technologies " The Company acquired these businesses for a cash purchase prlce of $30.000 and 
assumption ofspecified liabilities The excess ofpurchase price over the fair value of the ne1 assets acquired was recorded as 
goodwill of $3 902 The acquisition was accounted for using the purchase method. and accordingly. the net assets and results 
of operations of Shared Technologies have been included in the Company's consolidated financial ~tatements since the date 
of acquisition Included in the Company's financial statements were 678.705 of revenues and $47 853 of network expenses 
related 10 the Shared Technologies businesses for the year ended December 31.2002 

The following table summarizes the estimated fair value of the assets acquired and liabilities assumed related to the 
Shared Technologies business 

current assets 
Propem and equipment 
olller Assets 
Goodwill 

$ 46,494 
4 733 

92 
3.902 

Tom1 assets acquired 
Current liabilities 

Total liabilities assumed 

55,221 
25 221 

25.221 

Net assets acquired 6 30000 

The following presents the unaudited pro forma results of the  Company for the years ended December 3 I, 2002 and 
2001, as if the acquisition ofthe Shared Technologies businesses had been consummated at the beginning ofeach af the  
periods presented The pro forma re~ults are prepared for comparative purposes only and do no1 necessarily reflect the resulti 
that would have occurred had 
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the acquisitions occurred at the beginning of the periods presented or the results u h x h  may occur in the future 

Revenue 
Net lois 
Net loss per share basic and diluted 

Additionally during the year ended December 3 I .  2002 the Company paid contingent consideration tatahng $1.928 
cunsiiling of8250 in cash and 558 726 sharer ofits common brock as probided ~n the merger agreements with lump Net Inc 
(acquired in 20001 and Coasl to Coast Telecommunications Inc (acquired tn 20011 The consideration paid during 2002 was 
included in accrued liabilities at December 3 I .  2001 There IS no additional consideration payable under any of the  
Companv's acquisition agreements 

During the year ended December 31 2001 the Company p a d  contingent consideration rotaling $17.858. consistmg of 
SI3 988 in cash ofwhich 82 362 was mluded ~n accrued Iiabtlmes at December 31 2000 and 407.250 shares ofrhe 
Company's common srmk a\ pioiided in the merger agreements with the fol lor ing burmesses acquired during 2001 and 
2000 InlerAccess Co , Vinualis Svrtems I ~ c  lump Net, Inc , CTSnrt and Adgiafir Colporation There 1s no additional 
micideration payable under there acquisition agreements 

During the year ended December 31 2001 the Company acquired the stock of Adgraflx Corporation. an Internet-based 
web hosting applications specialist and Coast to Coast Telecommunications. Inc , a probider of local and long-distance 
lelecommunications W Y I C ~ S  The Company also acqured cennin airrlr of HarvardNet. Inc an Internet-based web hosting 
applications spe~ialist and lnlemedia Business Internet. a Tier I Internet service provider The Company acquired these 
entities for an aggregate purchase pnce of$92 602 consisting af1617,651 I" cash and 3 694.502 shares ofthe Company's 
~oinmon stock The excess of purchase price mer the fair value of the  net assets acquired was recorded us goodwill of 
$34 896 

Durmg the year ended December 3 I ,  2000. the Company acquired the fallowing four regional lntemet service providers 
CONNECTnet Internet Network Serrtces. InterAcce~~ Co CTSnet. a dhinion of Date1 Systems Incorporated, and 
Jump Net. Inc In addition during 2000 the Company acquired Vtnualia Systems. lnc an Internet-based. web hostmg 
appllcatlons SpeClnllSt 

I n  connection with its integration plan for the acquired businesses. the Company recorded additional gocdwlll to 
esiablish resenes for cenain costs. Including the termination ofacquired redundant network elemmu. closure ofacqulred 
duplmir  facilmes, and severance of cenain employees If the Company does not utilize the full extent of the  establnshed 
reser~es for their intended purposes, the reserves wi l l  be reversed and wil l  be included d i  an extraordmary ltem In the 
Company's consolidated finnneial statements smce goodwnll has been fully Impatred 

Each ofthe acquisitions discussed above were accounted for using the purchase method of accounting Accordmgly the 
net assets and results of operations ofthe acquired companies have been included tn the Company's consoladated financial 
smtements since the acquisition dates The purchase pnce of the acquisitions was allocated 10 &sets acqutred, including 
identified intangible assets. and liabilities assumed. based on their respective estimated f a r  values at acq~lslt lon The 
company's purchase pnce allocatm of the acquisition made in 2002 IS preliminary. subject to post-acquisition due diligence 
of the acquired entity. and may be adjusted as additional information IS obtained During the years ended December 31. 2002 
and 2001 mmmaterial adjustments were made to the purchase pnce al lo~af ion of the entities acqutred ~n 2001 and 2000 
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5 Other Assets 

Other assets consisted of the  following 

ZOO2 znot 
S 62.800 I 62.800 

~ 3 348 
17030 4,040 
8 688 6 827 
5.615 6.231 

94 163 83 246 
(50,184) (18.520) 

$ 43974 $ 64726 

Acquired customer IIS~S 
Acquired workforce intangibles 
Long-term deposrts 
Equipment pending deployment 
Other 

To ld  other assets 
Less Accumulated amonization 

Other assets net 

On Januur) I 2002 the Company reclassified the balue of the  acqured workforce lntvngnbles and related accumulated 
amon~z~l ion to goodwill ~n accordance with Slatemenr o f  Financial Accounting Standards N o  142 (See Note 4) 

The acquired intangibles are being amortized mer their estimated useful Iwes of one to rhrer years using the 
stranghi-line method Amomation expense related to intangible assets totaled 533.386 and $13.235 during the years ended 
December 31 2002 and 2001 respectively The estimated aggregate future amonizalmn expense for intangible assets 
remaining as of  December 3 I ,  2002 IS as follows 

2003 
2004 

Tom1 

$ 10301 
2.310 

S 12.611 

Long-term deports include a $10,800 prepayment to AT&T for long-distance services Eqwpment pending deployment 
consists o f  equipment purchased and being staged for deployment in the Company's nelwork This equipment will be 
classified as pcopmy and equtprnent when > I  IS deployed 

6 Accrued Liabilities and Other Current Ltnbilitier 

Accrued liabilities and other eurrenl lmbilitier consnsted of the follawlng 

ACCmed employee compensation and benefits 
Accrued network eipnses 
Buslners BCq"1Slfm" costs 
Accmed faxes 
Accrued ~ntere~t  expense 
Deferred revenue 
Other 

ALcrued Iiabilmes and other current liabilities 

mi zoo, 

S 11,824 $ 10,314 
52.643 40.313 
10.502 15.657 
10,051 8,171 
4,154 4,103 

29,009 3.088 
6,261 4.322 

5 124444 S 85.968 

Business acquisition costs pnmanly included reserves for termination of acquired redundant network elements and 
closure of acquired duplicate facilmes (See Now 4) 
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7. Long-Term Debt 

Long-tern, debt consisted ofthe following 

Sene$ B 11'14% notes. face amount $445,000 due February 15.2008, effective 
interest rate of 12 2 I%, at acereted value 
12'18% senior notes. face amount $205 000 due May 15. 2008. effective interest rate 
of I3 24%. at accreted \due 
Senior secured credit facilities, vanable interest rate 
Capital h a c  obltgauoni (see Note 81 

Total debt 
Less iurrent ponioii of long~lem debt 

tu02 1uo1 

$ 433,974 $ 385,765 

202,210 201 852 
470,300 350,000 

1,2ni,z23 i,n16,304 
561.532 3 120 

94 739 78 68' 

Long-term debt $ 639,691 $ 1.013 184 

The upproxmwtc ilnnual debt maturities for the five year? subsequent 10 December 31 2002. are us follows 

2003 
2004 
2005 
2006 
2007 
Thereafter 

Total 

S 556,223 
82 060 

242.650 
145,590 

93.777 

$ 1.120,3nn 

2003 long-term debt maturities include a reduction 8n debt as required by the Company's interim agreement with 11s 
b e n m  bank credirors as dwussed below 

Sener B Il%% Nom Due 2008. On February 3. I998 the Company raised gross proceeds of approximately 
$250 477 m an offenog of445 000 units. each of  which CO~SISII ofone I l'/& senior discount note due 2008 ofthe 
Company and one redeemable warrant to purchase approximately 2 19 shares of common stock at an exercise pnce of S 01 
per share rubled 10 certain antidduuon provisions Ofthe gross proceeds. 5242.294 was allocated to the I I>/&% notes and 
$8. I84 was allocated to the redeemable warrants The redeemable warrants became exercisable tn connection wnth the 
Company's initial public offering (see Note 9) in July 1998 

A reg~stratm statement on Form S-4 (File No 33349013) registering the I I'IM notes, and offering 10 exchange m y  
and dll of  the ouisivnding I I 'I+% notes for Senes B I 1'14% notes due 2008. was declared effectwe by the Seeuntles and 
Exchange Commisnion on May 22, 1998 This exchange offer terminated on June 23. 1998. after subrtantcally a l l  of the 
ourstanding I I ' l r% notes were exchanged The terms and conditions of the Series B notes are identical to those of the I I 'A?& 
notes I" all material iespectr 

The S e r m  B notes have a pnncnpal amount at mafunty of $445,000 and an effeciive meres1 rate of 12 2 I% The 
Series B notes are unsecured and mature on February I S ,  2008 Commencmg August 15. 2003 merest  on such nntes t i  
payable m cash at rhe rate of I l'/d% per annum on February I S  and August I 5  of each year From and after Februaly 15, 
2003. inierest on the Series B notes *ill be payable sem~-annually !n cash a! the rate of I l ' / a %  per annum The Company IS 
requsred 10 make an offer to purchase the redeemable warrants for cash at the relevant value upon the 06c~mcnce of a 
repurchase event. as defined in the applicable warrant agreement 
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Through March 3 I .  1999. the Company U B I  recosnizmg the potential future redemptmn value of  the redeemable 
~ r r a n l s  bv mordmg accretion ofthe redeemable warrants to their estimated fair market value at Februav 3 2008 usmg the 
c f f e i w e  interest method 

Effective April I 1999 the Company determined that vccrcfing the redeemable warrants to a future potential 
redemption value war no longer applicable. ai the redemption ofthe redeemable warrants for cash &I no longer bevond the 
control of the Company and the redemprion dare and amount are not rearonvhly derermmable Acsordtngly. the accreted 
,slue of the redeemable warrants at Apnl I. 1999. was reclassified to stockholders' equity as common stock \)amnts. and no 
funher amel inn wi l l  be recorded I f a  repurchase event occurs m the future or becomes probable the Company ut11 adprt 
the warrants 10 the estimated redemptmn ~ a l u e  at that lime 

Under the t e r m  01 the Senes B notes the Company may redeem these notes at certain times and in certain amounts 
Upon a change ofcontrol. as defined the Company IS required to make an offer lo purchase the I I'ii% notes at a purchase 
price o f  1OIo% ofthe accreted value thereoftogether with accrued merest i fany 

1218% SeniorR.or~s Due 2008 On July 7 .  1998 the Company raised approximately $200 919 of  gross proceeds from 
the % ~ l c  o f m  12' a"; senior discount notes due 2008 of which approximately $69 033 was used to purchase U S government 
securiiiss whtch %err placed in a pledged account to secure and fund the first SIX scheduled payments of interest on the 
notes 

The I I.,a"o notes have a principal amount a1 maturity of $205.000 and an effective mierest rate of I 3  24"h The 12'laY:u 
notes are urnsecured and mature on May I 5  2008 Interest on the 12'18% notes IS payable semr-annually m cash af the m e  of 
12"n'% per annum on Ma" I 5  and November I S  of each year As of Dccember 31.2002 and 2001 the Company has recorded 
accrued iiileresl associated with the 12'i.n% notes of $3.299 and 53,299. respeclively which IS included m other current 
liabilities 

Under the terms of  the 12',x% nolei the Company may redeem these notes at certain times and in certain amounts 
Upon a change of  control. a i  defined, the Company IS required to make an offer to purchase the 1258% notes at a purchase 
price of l01Yo ofthe princlpal amount thereof. together wlth accrued lnlerest l fany 

The Series B notes and 12'18% notes contain certain reitnctlve covenants that. among other things. limit the ability o f  
the Company to incur tndebtedners. create hens, engage m sale-leaseback transactions. pay dividends or make distributions 
~n respect to their capital stock, redeem capital stock. make inve~tments or cenain other restncted payments, sell assets. issue 
or sell stock of cenain subsidiaries. engage in transactions with stockholders or affiliates or effecl a consolidation or merger 
The Company was m compliance with all such restnct~ve covenants at December 3 I, 2002 

SemorSecrrred CreduFmdmes In February 2000 the Company dored on $500.000 of senior secured credit 
facilities (Credit Facilities) The Credit Facilities c m m t  of a $350 000 seven-year revolving credit faeility and P $I 50.000 
t\ro-yeardelayed drau term loan facility Interest IS generally the London Interbank Offered Rate (LIBOR) plus 4 50% The 
blended borrowmg rate on outstanding borrowings at December 3 I ,  2002 IS 5 77% and wil l  remain tixed until June 26 2003 

The Credit Facil it ies are secured by (I) the capital stack of Allegiance Telecom Company Worldwide (whch stock 1s 

owned by the Company's parent holdmg company. Allegiance Telecom, Inc ) and ( 2 )  a l l  o f  the assets of Allegiance Telecom 
Company Worldw!de. mcludmg the capital stock owned by that entity tn each o f  11s rubsidianes 
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As of December 31, 2002, there were 5324 800 and 5 145 500 of borrowmgs outrtandmg under the seven-year revol\~ng 
credit facility and the two-year delayed draw term loan facility respectively. all of which are classified as long-term debt 
The revolving credit facility will be permanently reduced m accordance with 11s amonizatmn schedule BI follous 20O% ~n 

each quaner) Principal amounts of the delayed drab term loan are to be repaid as follows 20% I" 2004 (pro-ram payments 
to be made quanerly). 30% In 2005 (pro-rata payments to he made quanerlyl and 50% m 2006 (pro-rata payments to be made 

2004 (a pro-rata amount each quaneri. 30% tn 2005 (a pro-ma amount each quaneri and 50% I" 2006 ( a  pro-rata 

quunerly) 

The Credit Facilities carry cellliln reslnclwe and financial covenants that. among other things, limit the Company's 
ability Io incur Indebtedness. create liens. engage in sale-leaseback transactions pay dividends or make distributions tn 
respect of capnal stock redeem capital stock, make Invesrments or cenain other restricted payments. sell mers  issue or sell 
stock of certain suhsidianes. engage ~n t ~ a n ~ a ~ f i o n s  with stockholders or affiliates. effect a consohdation or merger and 
require the Company to maintain certain operating and financial performance measares 

On November 27 2002 the Company reached an agreement wlth ais senior hank creditors regardlog m d i f i c a i m s  to 
the Credit Facilities Under this agreement the Company obtained a waiver of all existing financial covenanti through 
April 30 2003 and replaced those covenants during this period with a free cash flow from operations covenant (EBITDA less 
~ a p i i a l  expenditures) and a total leverage cobenant Under this interim amendment, the Company cannot permit 21s 

consolidated total deht to exceed at any l ime (1) SI 275 000 from November 2 1  2002 through April 29 2003 and 
(161 $645 000 thereafter Under the terms of the menm amendment the Company repard $15.000 of  the Credit Facilities 
which was applied to the initial amonization of the  facility scheduled to begin tn 2004 The Company u a r  in complmcc 
with interim period covenanls at December 31. 2002 

A permanent amendment to the Credit Factlities must be m place prior lo the April 30 2003 waiver expiratm In 
conpncrion *nh the negotiation of this permanent amendment the Company has been evaluating possible recapitalization 
tran~acfions and pursuing numerous financial and negotiated strategic alternatives to reduce ton1 indebtedness 

Under the terms of the Credit Facilities, the Company is required to deliver an unqualified audit repan to 11s senior 
lenders The Company received an audit repon that IS modified lo express substantial doubt a h u t  the Company's abiliry to 
continue as a going concern As such, if the Company does not receive a waiver from $Is senior lenders or If tt IS unable to 
cure this breach within 30 days there will be an event of default under the Credit Facilities An event of default under the 
Credit Faciljties could cause all amounts outstanding under the Credit Facilities to become ~mmrd,ately due and payable If 
they become lmmrdiately due and payable, the Company's bondholders may also accelerale the payment of outstanding 
amounts due under the Sener B notes and the 12'18% notes No adjustment that mighl result from the polenlial impact of 
there a~celerafmn events IS reflected m the debt maNrlty fable above 

8. Lares: 

The Company has entered into various capital lease agreements uith expirations through 2022. covenng dedicated 
o p t ~ a l  fiber capaclry and cenam equipment ASSCIS and future obligations related to capifal l e a ~ e s  are included m the 
accompanying consohdated balance sheet in propeny and equipmen! and long-term debt, respe~livcly Depreciation of assets 
held under capital IP~SPS IS included nn depreciation and amonizatm expense 

The Company has entered mto various operating lease agreements, with expirationr through 2015. for network facllmes, 
office space and equipment Rent expense on operating leases for the years ended December 31,2002 2001 and 2000. was 
$34 600.53 1.765 and $16 950 respectively 
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Future minim"m lease obligations for all non-cancelable capital and operating l e a ~ e  agreements with initial or remainmg 
term\ of one year or more at  December 3 I, 2002 are as fo l lou i  

C.plt.1 Op*,.t,"g 
>cznendlng DWemhr It. L t . M  L1.SU 

2003 16 14.046 16 30,545 
2004 13456 28 693 
200s 12.601 27,533 
2006 12.658 25.300 

10.353 23.299 
108.652 68 322 

Total minimum future lease payments 171.766 16 203.692 

Amount reprrsenmg ,"lerei1 

Present value of minimum lease payments 
current ponl"" 

Long-term capital lease obligations 

(77 027) 

94.739 
(5 3091 

$ 89,430 

Certain operating and ~ ~ p l t a l  lease agreements contain renewal and purchase optians at the end of the  initial lease ferns 

9 Capltshzat,o": 

PreferredSlod. In ionnecmn with the Company's lnilial public offering. the Company aulhonred I,OOO,OOO sharer 
of preferred stock with a 5 01 par value A i  December 3 I 2002 and 2001. no shares af  preferred stock were issued and 
0"lSta"dl"g 

Common S l o d  On February 2. 2000. the Company raised $693.000 of gross proceeds from the sale ofthe Company's 
common stock The Compalr, sold 9,900,000 sharer at a prtce of$70 per share Net proceeds from this affenng were 
$665 S6> On February 29.2000, the undenunterr o f  this offmng exercised an option to purchase an additional 803,109 
shares of common stock. providing an additional $56.218 gross proceeds and $54 1 I 3  net proceeds to the Company 

On February 28.2000, a three-for-two stock split of the Company's common stock was effected ,n the form o f a  50% 
stock dwdend to shareholders of record on February 18.2000 Par value remained unchanged at $01 per share All 
references to the number of common shares and per share  mounts have been restated to reflect the stock spllt for all periods 
presented 

AtDecember31.2002and2001, 125,157.605and 115.542.354 rhareswere issuedand 124.830,110and 115.214.859 
were outstanding, respectively Of the  authorized but unissued common stock 25,758,718 shares were resewed for issuance 
upon exercise o f  stock options issued under the Company's stock option. stock incentive and Sock purchase plans (see 
Note 13) and 205.85 I shares were reserved for ~ssuance, d e  and delivery upon the exercise of warrants (see Note 7) at 
December 31,2002 

W a r m r ,  During 2002, I.000 warrants formerly referred to as redeemable wanants (see Note 7). were exercised to 
purchase 2.188 shares of common stock Fractional shares are not Issued. cash payments are made tn lieu thereof according 
to the term ofthe warrant agreement No warrants were exercised during 2001 At December 3 I, 2002 and 2001,94,03 I and 
95 03 I aarranta. rerpectwely. were outstanding The warrants will cxpm on February 3.2008 

Deferred Compnpmsnfron During I998 and I997 cenam management inve~tors acquired membership unm of 
Allegiance Telecom. LLC at amounts less than the estimated fair market value of 
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the membership units. consequently the Company recognized deferred compensation o f  $ I O  090 and $978 at December 3 I 
1998 and 1997. respectively ofwhich $41 $2.726 and $1.767 was ammized to expense during the permods ended 
December 3 I. 2002 2001 and 2000 respectively In ~(lnnection with the initial public offering the redeemable prefemd 
stock was convened inlo common stock and Allegiance Telecom L L C  X ~ S  dissolved The defenrd campenratmn charge IS 

amortized based upon the period over which the Company has the right to repurchase tenam ofthe secunt~ei (at the lower of 
fair marker value or the pnce paid by the employee) tn the even1 the management m ~ e m r ' s  employment with the Company IS 

terminated Deferred compensation also includes rtock options granted at an exercise pnce less than market wlue, stock 
options sublect to variable plan accounting and restricted stock issued to management employees (see Note 13) 

Deferred Monaggenenl Ownership Alloranon Charge. On July 7. 1998 in connection with the initial public offering 
certain venture capital invesmrs and cenain managemenf investors owned 95 0% and 5 0 %  respectively ofthe ownershap 
inierests of Allegiance Telecom LLC. which owned substantially all o f  the Company's outstanding capital stock AS a result 
o f  the successful initial public offering, Allegiance Telecom, L L C  was dissolved and i t s  assets (whxh consisted almost 
entirely of such capital stock] were distributed to the ienture capital investors and management mvestors in accordance w t h  
the Allegiance Telecom L L C s  limited liability company agreemen1 This agreement provided that the equity allo~afion 
beiueen the venture capital inve~tors and the management ~nvestors be 66 ?YO and 33 3% respectively. based upon the 
\aluation implied by the m i i d  public offering The Company recorded the increase in the \due ofthe assets o f  Allegiance 
Te le~om L L C  allocated to the management investors as a $193 537 increase in additional paid-in capaal. o f  which $122 476 
was recorded 8s a noncash nonrecurring charge lo operaring expenses and $71 061 uas  recorded as a deferred management 
ownerrhq allocation charge The deferred charge *as ammized at $175 and $6 480 as ofDecember 31 2001 and 2000 and 
w a  fully amontzed a i  of March 3 I 2001 The Company repurchased 289,527 shares from terminated management invesluii 
during 2000 A remaining deferred charge of$];< related 10 these shares was reversed 10 additional paid-in-capital upon the 
repurchase ofthe shares 

1U Related Parties' 

Durmg 2002 the Company incurred approximately $450 in legal fees to a lam, firm in which B member of the 
Company's board ofdirectors IS a senior panner 

Durtng 2001, the Company loaned $4,200 to a director and executibe vice president O f  the Company under a full 
recourse prommoly note The note IS payable an full an Apnl  4. 2004 The outstanding balance accrues intercsl at 2 73% per 
annum whtch was the November 2001 applicable federal rate, and interest :s payable when this note IS due In the e v w t  the 
execut~ve resigns or IS terminated by Allegiance for cause. this nofe will become immediately due and payable The note IS 

mluded  tn other long-term assets in the vccompanying consolidated balance sheet 

~ u m g  2001, the Company Incurred $35 I in charges for company business travel on an airplane owned and operated by 
a company that 1s wholly-owned by a director and executive vice president o f  the Company The air travel rate charged for 
me of the alrplane was at least as farorable as the rate charged by private aircrafl owners unafiliated with the Company No 
such pqments were made during 2002 

I 1  Commitments nnd Contmgoncier: 

In ~ p r d  2000. the Company exeruted a master procurement agreement with Lucent Technologies Inc for a broad range 
of adbanced t e l e c ~ m m ~ n i ~ a t t ~ n ~  equipment. software and services This agreement conlains a three-year %350.000 purchase 
comm~tment In July 2001. thts agreement was amended to extend the term to SIX years Under the amended agreement the 
Company must mmplete 
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The tar effects nflemporary differences that ewe rtse to deferred lax assets and deferred tax l#abhtnes at December 3 I 
2002 and 20111 are presented below 

2002 2001 

Deferred tax assets 
Ne1 operating lois carryfonvard $ 539357 $ 327411 
Start-up costs capitalized for tax purposes 643 1.069 

Allowance for doubtful ~ C E E O U I I I S  6,327 15.797 

Amartoat~on o f  intangibles 16287 - 

Accrued livbilities and olhei 6.557 21 97s 
Amonlzation of onginal issue discount 71,109 51.906 

Total gross deferred lax assm wo z8n 418 164 
Less val"atlOn allowance (556,959) (342.394) 

k t  deferred tax assets $ 83321  P, 75770 

Deferred fax Ihab,lities 
Ikpiec&atm" 5 (83.3211 S (71.919) 
Amonizatmn of  intangibles - (3,851) 

Total grms dcferred tax liabilities (83.321 I (75 7701 

Net deferred tax asset '6 - $  - 

Aiiionization ofthe original nssue discount on the Senes B notes and the 12'18% notes as interest expense IS not 
deductible in the  mmme tar return until paid Amortization of goodwill created in a stock acquid~l~on IS not deductible m the 
Company's income tar return, therefore. the effective income 1 % ~  rare differs from the ~tatutory rafe 

Under exi~t ing  income tax law, all operating expenses mLurred prior to commencing principal operations and expansion 
into new markets are capitalized and amonized o w  a five-year period for tax purposes 

A re~on~i l ia t ion afthe Company's effective tax rate and the U S federal and sate tax rate IS as follows 

Statutory U S federal rate 
State income taxes. net of  federal benefit 
Valuation allowance for deferred taxes 
Goodwill and other identrfiahle intangibles 

13 Stock OpbOnlStock lncentwriStork Purchase Plans. 

1997 Nonqucll#JirdSrork Oprion Plon And 1998Slock InrmlwePlm. Under the 1997 Stock aptlon plan the 
Company granted stock  option^ io key employees. a director and a c~niultant of the Company for an aggregate of I 580,321 
shares of common stock The Company will not grant stock options for any Udditional shares under the 1997 stock oplion 
plan 
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Under the 1998 stock incentive plan. the Company may grant stock oprionr to cenain employees. dmctorr. advisors and 
E O ~ S U I ~ ~ I S  of the Company The I998 stock incentive plan provides for ~ssuance ofthr  fallowing types of incentire awards 
stock options stock appreciation nghts. rertncted stock. performance grants and other Npes of awards that the Compensation 
Committee of the Board of Directors deems cono16tent with the purposes of the 1998 stock incentive plan The Company has 
24 857.402 sharer of~ommon Stock reserved for issuance under the 1998 stock incent i~r  plan at December 3 1  2W2 

Stock options granted under both plans generally have a term of SIX years and vest mer  B three-year period and the 
Compensation Committee of the Board of Directors administers both option plans 

A summary of the status of the 1997 stock option plan as of December 31. 2002. 2001 and 2000 IS presented in the table 
belo\\ 

Outstanding, beginning of period 
Granted 
Eneiiined 
Forfeited 

Outstanding. end of period 

S h r n  P.,C* Sh.,*, P.,Ct Sharer Price 

531.196 S I 8 0  745,172 S I 8 0  1.098.155 5 I 7 9  
- ~ - ~ - ~ 

(8.532) 155 (213.300) I 8 0  (334,216) I 7 5  
(47.440) I 6 9  (676) 2 2 7  118.767) I 8 8  

475,224 I 8 2  531,196 I 8 0  745.172 I 8 0  

- - 
- - 

Options exercisable at penod-end 475.224 531,146 595,650 

December 31, 2002 under the 1997 stock opiion plan 
The following table sets fonh the range of eneiclse prlces and welghted average remaining COntractual llfe a1 

Stock Options Oulrfsndmg Stock Oplionr Exercwbk 

Weigbtrd Weighted Weighfed 

\umber 01 Contrz~lu.l Lxercwr Yumberof Exerrme 

- 
*"C'.g1 A"cr.Ke A W . p  

Rmgr 01 Elrrri'r Prlrr Sharer Llk Price Sh..el Pr,C* -- 
$1 65 - 2 31 475,224 1 2  S I 8 2  475,224 $ I 8 2  
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Oulltandmg, beginning ofpenod 24,615.855 S I S  34 20,383,461 S 2919 6,428.376 5 2668 

EXerClSed 176,586) 0 I2 (161,733) I I  17 (366.604) I 1  47 
Forfeited (15613612) I 1  77 (9.795.444) 3414 12,236,014) 5007 

Outstanding. end of perrod 15,607,460 12 12 24.615.855 15 34 20.383.461 29 79 

Granted 6.681.803 I 4 0  14,189,571 7 50 16.557.703 33 33 

Options eremrsble 81 penod-end 1.643.1 10 7,102,039 2.179.551 
Weighted average fair value of 
options granted S I 0 4  $ 5 73 6 25 83 

The following table sets fonh the exercise prices and aeighted average remaining contraetuil l i f e  at December 31. ZOO2 
under the 1998 stock incrntivr plan 

Clock Opnons Omilmdmg Stwk Oprwns ExsrEu.bh 

Weighted Weighted "l l@ll~d 
\""Le Wrr.ge *"e'.ge 

\umber d Conlr.Ru.1 Lxcrccse Yvmbrr of L I I T P ~  
"ant'of LIIrrnP P n u r  Sh..*S LIB PIKr Sharer PrWl 

$0 5 5  - 0 78 1.843.061 5 5 $ 0 6 5  638,171 S 063 
$ 0 9 0 -  I 1 7  3 097 848 5 4  S 1 1 5  0 
$ 1 9 4 - 2 1 1  288.286 5 2  $ 2 0 8  0 .~ ~~~ 

$301 - 3 01 
$4 94 - 6 72 
$ 7 7 9 - 1 1  10 
$ 1 1  19 - 11 61 
%l'4 I1 ~ 21 25 

. 
3.283 683 4 6 $ 3 0 1  1.852.333 $ 301 

591.820 4 2  S 590 234,685 1 5 79 
670 642 3 7 $ 9 90 391.496 5 9 7 0  

3,066,671 3 4  $ 1429 2,354,481 $ 1436 
337.119 3 9 s  1970 2 0 5 5 5 5 s  1969 -. .. ~ ~. 

$33 25 - 49 00 1,226,391 2 9  $ 3854 981,895 S 3788 
$ 5 4 4 4 - 7 1 0 6  1201.939 3 0 $ 65 70 978.488 $ 6546 

15,607,460 7,643,110 

As the estimated fair market value ofrhe company's common stock (as implied by the !nitial public offering pnce) 
exceeded the exercise pnce of cenain stock options granted during 1998 and 1997. Ihe Company recognized deferred 
compensation of $7.635 and $2.031 at December 3 I ,  1998 and 1991 respectwely. ofwhich 5423 and 12.889 was amonired 
to expense during the years ended December 3 I 2001 and 2000. respectlvely 

In February I999 the Company granted employee stock options under the 1998 Stack incentive plan with an exercise 
price below market value at the date of grant A deferred compensation charge ofS6.807 was recognized. and $ I  89,52269 
and $2,269 was amonzed to expense m the years ended December 31.2002, 2001 and 2000. re~pectwely 

During 2000. the Company recognized a defened iompensation charge of16957 as a result of an exchange ofunvested 
stock aptions ofacquired busmesses (see Noie 4) for employee rtack options under the Company's 1998 stock in~entive plan 
$313. $313 and $96 was amonlied to expense tn the years ended December 31,2002.2001 and 2000. respectively 
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In Norember 2000 the Company granted moo-qualrfied. outperform stock options to cemin key employees under the 
1998 stock mcenl!\e plan These outperform OPtlonS are notated as such due to the nature ofthe options m which the ultimate 
number and exercise price of the options are dependent on the performance of the Company's stock prtce relatre to the 
performance of the NASDAQ 100 Index As the number of options and the exercise pncr were not fixed at the date of grant 
the Company accounts far there stock oplions using variable plan accounting under APE No 25 This accauntmg wil l  requm 
the Company to measure and record compensation ratably from the date of grnni until the optms  are ererased The 
outperform Stock o p t i m  >est tn equal quarterly amounts through Nobember 2001 and generally expore on March 31 2003 If 
the Company's exchange-traded stock price Outperforms the NASDAQ 100 Index on u go-forward basis i f  IS possible that the 
Company could have material compensation charges ~n future periods related to unexercised outperform stock options AI 
December 31 2000. the Company recorded a deferred compensation charge af512.128 and compensation expense o f $ >  106 
through that date During 2001 this charge and all related expenses were reversed due to downward mo\rment the market 
price of lhr  Company's common stock No additional expense related lo the ourperform stock options was recognized dunng 
2002 

During 2001 and 2002. the Company cancelled certain outstanding stock options which caused grants made to the same 
employees within six months ofthese ~ a n ~ e l l a t i o n i  to be subject to variable plan accounting under APE No 25 At 
December 31 2002 and 2001 the deferred compensation charge related to these options was 131 and $5 288. respectively 
and the Company had recorded compensation expense of  $22 and 50 rerpccrively through those dales The deferred 
compensntian charge wil l  be amortized to expense over the vesting period ofthe stock options. and wil l  continually he 
adprred based on the market prim oifhe Company's common stock 

During 2002 the Company issued 3,461 120 shares Ofrestrbcted stock lo certain management employees m exchange 
for stock opiions held by such employees that had an exercise price of five dollars and fifty cents or more at a ralm of three 
shares oirestrictrd stock iorevery four shares muable  pursuant 10 such stork options In addamn. dunng 2002. the Company 
iswed 2.920.000 shares of restricted stock 10 Certain senior executives ln exchange for stock opllons issued to such 
executwes on October I5,2001. at a ratio of four shares for every five shares issuable pursuant to such stock optmns There 
restrlcied %hares were issued at no cost to the employees. therefore the Company recognwed deferred compensation of 
$6 509 based on the market value a f m e  stock ai the dare of ISSUBK~ The deferred compenratmn charge will be amoniied to 
expense over the three-year >ening period of the  restricted stock $1,605 was vmonized to expense ~n the year ended 
December 3 I 2002 

Employee Srork D~lcount  Purchase Plan. The Company's stock discount purchase plan I: intended to glve employees 
0 convement means of purchasing shares of the Company's common Stock through payroll deductsons Each participating 
employre's contributions wi l l  be used to purchase shares for Ihe employee's share account as pmmptly as practicable after 
each calendar quarter The COL per share w1I1 be 85% ofthe lower ofthe closing price of the Company's common stock on 
the Nasdaq Natmnal Market on the tirst or the las1 day of the calendar quarter The Company has 56.839 shares of common 
stock resewed for issuance under the stock purchase plan at December 3 I, 2002 Durtng 2002 and 2001.2.474.042 and 
672 337 shares respectively. were issued under the stock purchase plan for proceeds of13.887 and $4,916, re~pectwely As 
of December 3 I ,  2002, palficipants have contnbuted $32 whtch wll l  be used to purchase the remalnlng 56,839 shares In 
January 2003 The Compensaiion Committee ofthe Board of Directors admmsters the stock purchase plan 

14 Long-Term Sales Contract 

Effectwe ~n 2000, and amended in 2000.2001 and 2002. the Company executed a long-term Conlract 10 provide an 
Integrated network solutm and cenatn sewvlces to Genuih Solutions Inc a network service provider and operator of a 
natnonw!dr internet network The contract was erlablished specifically to support Genutry'r customerconlracts. nncluding that 
with America Online This confra~t  
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eriahlishes Genu~ty as the Company's largest customer Total revenues from GenutN for the years ended December 3 I ,  2002. 
2001 and 2000 were 590.342 $46,780 and 522.274 respectively The Confracl term expires on December 31.2006 Under 
rhi i  agreement Genuiry committed 10 pa) an aggregate of S563 010 over the term of the confra~t. subject to the Company's 
performance under the contract and the other terms and conditions ofthe contract The contract cantatns speclfic provlstons 
thaL drcrease Genuq'r  purchase commilmenf. including hut not limited lo, Genuily experiencing P busmess downturn The 
agreement also provides that if the Company recenes B going concern qualification or expenences an event of default as 
defined under the Credit Facilities. (a) Genuiry may exercise an option to purchase all of the dedicated P S S ~ ~ S  and 
infrastructure used by the Company 10 provide the lntegrated network ~ o l ~ t t o n  to Genulry and (bl  Genuxy would stdl he 
required lo continue 10 purchase certain ~ervices from the Company for the remainder of the term of the  agreement If 
Genuity exercises its option. Genuity would he required to pay ( I ) for the dedicated assets. the remsmng undeprecnated value 
of the dedicated assets and ( 2 )  for the certain EC~YICCS. the remaining o ~ e r a l l  \due of the agreement less the amounts pald to 
purchase the dedicated assels and infrastructure 

On November 2 1  2002 Genuity and Level 3 Communications announced that the two companies reached a defiinmrc 
agreement in which Level 3 would acquire substantially all of Genulty's ass el^ and operalionr and assume a significant 
portion of Genuity's emsting long-term operating agreements To facilltale the 1ransa~Iion. Genuiry filed voluntal) petitions 
for reorganization under Chapter I I of the Bankruptcy Code The conSummation of Level Ys purchase of  fhns Genu~ty 
contract WOI announced on Februal) 4 2003 

15 Quarterly Financial Data (Unaudited)' 

The following table iummames cesuI1s foreach of the  four quarters ~n the years ended December 31. 2002 and 2001 

hrr t  SII0"d ThWd FOWh 
O"..4CC owrtrr O"..tC. O"..#" Ye.. 

Gross profit 80,017 89.114 101,242 96.165 366,538 
Net loss (112.59Ol (226.815) (113,110) (120,155) (572,670) 
Net loss per share, basic and diluted ( 0 9 7 )  ( 1  941 (0 97) ( I  on) (4 881 

RWe""eS $ IIX,KM s 124,059 s 135,137 s 151,818 16 516,888 
Year ended Docember31,2001. 

G r o s  profit 54,646 63,258 69.423 77,827 265.154 

Net 1055 (96.340) (103,338) (106,537) (125.598) (431,813) 
Net loss per share. baric and diluted I0871 (0 92)  I O  94) ( 1  09)  ( 3 8 2 1  
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